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This memo revises the Commission staff’s July 15, 2002, “Larger Public Pension Fund Investment
Performance Overview: First Consideration (Preliminary Information)” memo by incorporating data

‘received from the Minneapolis Fire Relief Association (MFRA) after the July 15, 2002, memo was
written. The discussion and analysis in the memo have been revised accordingly.

As an interim topic, the Legislative Commission on Pensions and Retirement (LCP'R) chose to review the
investment returns and relative performance of the larger Minnesota public pension plan funds. Uniike
recent prior LCPR staff public pension fund performance reviews that covered only the statewide public
pension plan funds and the remaining local police and paid fire plans, this memo also includes a review of
the larger volanteer fire plans. Inclusion of the larger volunteer fire plans is warranted because of the
increasing asset size of volunteer fire plans, :

In total, the boards of volunteer fire plans are responsible for investing considerable asgets. If we consider
the combined assets of the approximately 700 volunteer fire plans (including Bloomington Fire) at the
start of calendar year 2000, the total assets in these plans were $427.5 million. That is more total assets
than the Duluth Teachers Retirement Fund Association (DTRFA) which had $284.5 million in asgets, or
the Minneapolis Fire Relief Association (MFRA), with $344.2 million, or the Minneapolis Police Relief
Association (MPRA), with $417.4 million. The Legislature understands the importance of pension fund
investment performance, and understands the need to have the local police and paid fire plans, first class
city teacher plans, and all other large non-volunteer fire plans be well invested and well administered.
However, while volunteer fire boards in total confrol more money thar the assets of DTRFA, MFRA, or
the MPRA, the vast majority of volunteer fire plan boards receive little useful information about their
investment performance, and it is unlikely that they would be able to effectively use the information if it
were received. These boards are not compased of individuals skilled in investment matters, At the state
level, the only investment performance information available on volunteer fire funds is some asset mix
information and the total portfolio return that is computed by the Office of the State Auditor. The assets
of the volunteer fire plans are spread over so many plans that it is not practical to effectively monitor the
investment performance of these funds, and it is not possible given the current information.

The first section of this memo reviews the total porifolio returns as reported in State Auditor reports of the
larger volunteer fire plans. For purposes of this memo, larger volunteer fire plans are those plans with
assets equal to or greater than that of the Virginia Fire Relief Association, which is the smallest of the four
remaining local police and paid fire plans. As of the beginning of calendar year 2000, the Virginia Fire
Relief Association had about $2.7 million in assets, while Fairmont Police, the next smallest paid plan,
had about $7.1 million in assets. On that same date, 22 volunteer fire relief associations had assets equal
to or greater than Virginia Fire. Three volunteer fire plans, Eden Prairie (89.5 million), Minnetonka ($9.0
million), and Bloomington ($110.3 million), had more assets than Fairmont Police, :

Later sections of this memo provide a preliminary overview of recent performance of public pension
funds with more than $10 million in assets, These are the statewide plan funds (the assets of the MSRS
plans, the Public Employees Retirement Association (PERA) plans, and the Teachers Retirement .
Association (TRA) plan), and the large local non-volunteer fire plans: the first class city teacher plans, the
Minneapolis Employess Retirement Fund (MERF), the Minneapolis Fire Relief Association (MFRA), and,
the Minneapolis Police Relief Association (MPRA). The Bloomington Fire Relief’ Association, a
volunteer fire plan, is again included because of its larpe asset base.

In part, this review is preliminary because of data issues. For several funds, there are inconsistehcies
between total portfolio returns stated by these funds and the total portfolio returns compuied for these
funds by the Office of the State Auditor (OBA). (The total portfolio returns computed by the State
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Auditor, which appear in Investment Disclosure reports, cover calendar years through 2000.) In some
cases the differences between OSA-computed pension fund returns and the returns computed by the
pension fund administrators or their consultants are material, leading us to question the total portfolio
return data set. Asset class information is more problematic. Some asset class returns are missing, and a
few funds did not provide asset class return information for the typical groupings, We requested returns
for a typical breakdown; cash, bonds, domestic stock, and if applicable, foreign stock, and alternative
assefs. A few funds sent returns that combined cash and bonds into a single class, If these returng are
noticeably below those provided by the bond market for the period under study, it is not possible for us or
for the fund administrators to determine if this is a performance problem, The low return could be due to
the presence of cash, which usually has a lower return than bonds. The funds that provided combined
“cash-bond” returns also mixed the domestic and forcign stock categories. Again, if the pension fund has
any meaningful exposure to foreign stock markets, it is not possible to compare that equity teturn to any
standard domestic stock benchmark and draw meaningful conclusions. Given some missing asset class
data, questions about the quality of the data from some finds that did report, and the tendency for some
funds to combine asset classes, any conclusions drawn from the provided numbers must be considered
tentative,

We must rely on the pension fund-reported asset class returns because the OSA does not provide an
alternative source for asset class returns, at Jeast not consistently. Large funds (those with more than $10
million in assets) are required by law to provide asset class or asset manager data to the State Auditor,
Several funds (MFRA, MPRA, Bloomington Fire, and the DTRFA) report asset manager data rather than
asset class data. Thus, asset class returns are nof available in OSA reports for several of these large funds.

Larger Volunieer Fire Plans Investmeit Performance . .

The volunteer fire information provided here is based on information from Minnesota Public Pepsion
bl Ve, Di by the Office of the State Auditor. The most recent report covers
calendar year 2000,

Table 1 indicates the total portfolio returns earned by the larger volunteer fire relief associations for
calendar years 1997 through 2000, and compares those results with that obtainable from three other
portfolios, which we refer to as benchmarks, The first benchmark is the SBI Combined Fund return, the
returns SBI earned while managing MSRS, PERA, and Teacher Retitement Association {TRA) assets.
Comparing the relief association results to the State Board of Investment (SBI) Combined Fund result
indicates whether the relief association did as well during this investment perlod as the SBL. The second
benchmark is the SBI Supplemental Fund Income Share Account returns. Described more fully below,
the Income Share Account is similar to a mutual fund, and volunteer fire relief associations are permiited
under law to invest in any of several Supplemental Fund investments, in addition o all other cash, bond,
stock, mutual fund and other investments authorized for these associations. Comparison to the Income
Share returns indicates whether the associations wounld be better off simply buyi g into the Income Share
Account and forgoing other investments. The final benchmark is a passively managed portfolio (index
fund portfolio) containing 60 percent domestic siock and 40 percent bonds. Comparison to the results of
that portfolio indicate whether the relief association would have been better off indexing, and forgoing all
efforts to beat the markets using active management.

All of the volunteer fire relief associations that appear in Table 1 had assets (as of Decernber 3 1, 2000)
which were comparable to or greater than the assets of the Virginia Fire relief association, the smallest of
the remaining local police and paid fire plans. Twenty-two volunteer fire plans appear in the table,
Vohunteer fire defined contribution plans are noted in the table with “DC™ following the name. Alithough
a plan may be a defined contribution plan, volunteer fire pension law does not allow members to
individuoally direct their accounts, Rather, the relief association board remains responsible for selecting
the asset mix of the fund and the investment managers. The relief association members each have an
account, which is a share of the value of the special fund, Since the board remains responsible for
investing the relief association’s special fund, it is appropriate to study the investment performance the
board achieves, even with defined contribution volunteer fire plans,
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Table 1
Larger Volunteer Fire Plan Investment Performance Results
Calendar Years 1997-2060°

Asset Allacation 12/31/00. _Rate of Return 4-Year Annvalized Rates pf Return
60/40%  SBI SBI
Assets Stock/  Comb. Incoms
Rellef Association W87 _ | Stocks Bonds cash  other | 1997 1998 1899, 2000 | Actual Bond  Fund Share
Ancke-Champlin (DC)  $2,760,799 | 58.0% 14.0% 27.0% 1.0% [34% 172% 186% -83%| 9.6% 12.24% 1249 12.3%
Apple Valley $1,9562811 72.0% 17.0% 11.0% 0.0%|15.6% 62% 161% SAUL% ) 79% 1224%  124%  12.8%
Bloomington Fire $74.903,000| T3.9% 21.1% 5.0% 0.0%|197% 13.8% 13.29% 3.0% 1 104% 1224%  (24%  128%
Brooklyn Center $2,681,668) 52.0% 31.0% 9.0% 80% 104%  72% 16.6% -02%] 83% 1224%  124% '12.8%
Broaklyn Park (DC) $4412707 | 71.0% 28.0% L0% 0.0%| 9.0% 186% 16 8% A47%1 9.1% 1224%  124%  12.8%
Coon Rapids (D) $2,6568381 36.0% 41.0% 3.0% 0.0%|154% 9.1% 3.5% 66%| B5% 1224%  124%  12.8%
Eagan (DC) $2,679,140 | 83.0% 4.0% 13.0% 0.0%|12.0% 182% 168% 13.6% ] 73% 1224%  124% 1289
Eden Prairie $5,116,201 | 73.0% 18.0% 7.0% 20% ] 13.8% 17.6% 14.0% 28% | I31% 1224% 124%  |2.8%
Edina (DC) $4.840,563 | 58.0% 37.0% 5.0% 00%)130% 12.5% I03%  -2.7% 10.5% 1224%  124%  12.4%
Golden Valley $2367.964| 75.0% 20.0% 4.0% 0.0% | 27.0% 200% 18.5% 6.0%| 142% 1224%  124%  [2.8%
Lake Johanna $2902274 | 68.0% 23.0% 7.40% 2.0%) 174% 5.6% 141% 0.6% 1 10.2% 1224% 124% 12.8%
Lakeville $2214,683 [ 33.0% 610% 1.0% 0.0%] 191% 173% 8.6% 02% | 111% 1224%  12.4% 12.8%
Maple Grove (DC) TILUE6,137 | 68.0% 27.0%  5.0% 0.0%|153% (1% 143% <3.9%| 5.0% 1224%  124%  12.4%
Maplewaod 32,73L157| 70.0% 260% 4.0% 0.0% | 11.0% 18.0% 2075 -8.8% ) 96% 1224%  [24% 1289
Minnetonka §5,858368 1 60.0% 37.0% 3.0% 0.0%] 18.8% 163% 13.4% 1.5% 124% 12.24%  12.4% 12.8%
Mound $2,106,0991 58.0% 36.0% 3.0% 3.0%|17.3% 0.0 142% Sl6% ) B5% 12.24%  12.4% 128w
Plymouth $2,358302| 16.0% 53.0% 310% 0.0% | 13.9% 144% -0.1%  9.2% 92% 1224%  124% 12.8%
Roseville $4,369,149 1 64.0% 34.0% 2.0% 0.0%|16.6% 169% 14.5% -42% | 13.1% 1224%  124%  12.8%
Spring Lake Park $4217,941 | 59.0% 35.0% 6.0% 0.0% | 19.8% 16.1% 138% -LA%T 118% 1224%  124% 1289
West Metzo (DC) $2,407,662 [ 64.0% 8.0% 26.0% 00| = 209% .TL1%| 9.2% 1224%  124% 1289
White Bear Lake §3,423,152 | 58.0% 27.0% 8.0% 7.0% | 16.0% 9.4% 10.6% 09%| BE% 1224%  1249% 1285
Wondbury $LEBLABE| 73.0% 19.0% B.0% 0.0%)243% 18.8% 17.7%% 61% | 13.0% 1224%  124%  (2.g%
State Board of Investment
(Combined Fund) 60.9% 29.4% 19% 7.8%
Note: (DC) indicetes defined comribution Plems
_Pgt;ng;alAssﬂVuluc,Assm: — . . GainurLogsRn]ativc_tq; i
Reported 60740 SB[ SBi 60740 SBI SEI
Relief Asset Mix Combined Income Asset Mix, Combined Income
Assn, and Index Fund Share. and Index Fund Share
Relief Association Returns Returns Returns _Retums | Returng Retpns Returns
Anoka-Champlin (DC) $3,983,612 $4,381,826 34,406,564 $4,469,626 -$397,915 -$422,952 ~§485,014
Apple Valley $2,651,655 83104716 $3122457 3,167,143 -$453,06] -$470,802 -$515,488
Bloomington Fire S111,269.333  $118,874,812  $119,554.005 $121,265,019 1 $7,605474 3284757 -$9,995,701
Brooklyn Center £3,649,086 $4,255,941 $4,280,261 $4,341,516 ~$566,855 -$551,178 -$652,430
Brooklyn Park (DC) $6,251,786 $7,003,187  §7,043,205 $7,144,001 -$751,401 -$791,419 -$892,215
Coon Rapids {DC) $3,682,002 £4,216,335 $4240,629  $4,301,317 -$534,533 -$558,627 -$619,315
Eagan (DC) $3,577,908 $4,251,929 $4,276,226 4,337,423 -$674,021 -$658,317 -$759,514
Eden Prairie $8,371,399 $8,119,667 $8,166,065 $8,282,930 $251,731 $205,333 $48,468
Edins (D) $7,216,305 $7,682.216  $7,126,114  $7.835.683 -$465,411 -$509,309 -$619,878
Golden Valley $4,027,537 $3,758,077  §3,779,552  33.833.641 $269,459 $247,985 $193,885
Lake Jghanna $4,280,207 $4,606,054 $4,632,374  $4,698,659 -$325,847 -$152,167 -§418,461
Lakeviliz $3.374,177 $3,514.813 $3,534,897  $3,585,486 -$140,636 -$160,721 -5211,309
Maple Grave (DC) 2,916,521 $3,279,063 $3,297,800 3,344,995 +$362,542 -§$381,279 ~$428 474
Maplewaod $3,940,841 $4,334,483 $4,359,251 54,421,637 -$193,642 -$418,411 -$480,796
Minnetonka $9,350,652 $9,297,523 $9,350,652  §£5,484,470 $53,129 50 -$133,818
Mound™ $3,027,856 $3,342,485 $3,361,584  §3,405,602 -$314,628 -$333,728 -$381,836
Plymouth $3,410,314 $3,806,225 $3,827,975 $3,882,758 -$395,811 -$417,661 -$472,443
Roseville £7,149,033 $6,934058  $6,973681 $7,073,482 $214,974 $175,351 $75,551
Spring Lake Park 36,589,731 $6,694,084 $6,732,335  $6,828,682 -$104,352 -$142,604 -$238,951
West Metrq (DC) $3,423,624 $3,821,080 $3,842,915 $3,897,911 -$397,456 - .$419201 -$474,287
White Bear Lake $4,761,519 $5,432,714 $5,463,758 $5,541,950 -$671,195 -$702,239 -§780,421
Woodbury $3,072,608 $2850.777  §3,007867 $3,050,913 $8LEM - 54741 £21.695
total net gain or loss: -$13,683,755 -$14,962,049 318,181,751
Deséription - - -
1. Assets. The “Assets 1/1/97" cobumn indicates the relief association assets as of the start of calendar
year 1997. This information is used in later computations, which considers the asset growth that
follows frommtheractual rates of return achieved by the relief association compared to the grow
possible from investment by the SBI Combined Fund, the SBI Income Share Account, and an index
fund approach where 60 percent of the portfolio is assumed to be indexed to the domestic stock
market and 40 percent is indexed to the investment grade bond market. In terms of assets, the largest
volunteer fire relief association by far is Bloomington Fire, with $74.9 miilion in assets on J anuary I,

1397. The other relief association needing comment
not exist on January 1, 1997. It was formed a few v
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at this time is West Metro. This association did
ears later by the merger of the Crystal and New
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Hope relief associations. The 1997 asset value for West Metro appearing in the table was created by
adding together the Crystal and New Hope agset values reported for January 1, 1997,

Asset Allocation 12/31/00. The next columns show the asset mix of thege pension funds as of
December 31, 2000, as presented in the most recent State Auditor investment disclosure report, The
State Auditor reports do not separate domestic stock from foreign stock, lumping both into a
combined “stock” category. We do not know from the report which relief associations include
foreign stock in their total portfolios. It would be preferable to have two separate stock categories,
since the foreign and domestic stock markets do not move in lockstep. Typical asset clagg
benchmarks for a domestic stock portiolio are not directly applicable to a portiolio of foreign stock,
or to a partfolio that mixes foreign and domestic stock, Alse shiown for comparison is the SBI
Combined Funds asset mix, To be consistent with the State Auditor presentations, we combined
SBP’s domestic and foreign stock into a single category. The SBI Combined Fund is the combination
of the SBI Basic Fund (which collects and invests the assets of active members in the MSRS, PERA,
and TRA plans} and the SBF Post Fund. Typically, publit pension funds keep 60 to 70 percent of
their assets, and sometimes more, in various forms of equity investments. SBI js in that range, with
60.9 percent of its assets in stock (2 mix of domestic and foreign) and another 7.8 percent in “other”
assets. For SBI, these alternative assets are mostly other equity investments: limited partnerships
(real estate and oil/gas), and venture capital (private equity). Nearly ail of these alternative assets are
held in the SBI Basic Fund. For the volunteer fire funds, most of the funds had equity portfoliog
approaching 60 percent of the total portfolio, sometimes considerably more. The exceptions on the
low side are Brooklyn Cenger {(with 52 percent of jts assets in equities), Lakeville (with only 38
percent equity), and Plymauth (with only 16 percent equity). Regarding remaining asset classes, we
note that these volunteer fire funds typically hold a larger percent of the portfolio in cash than ig
typical of larger professionally managed funds. The accepted norm is to hold minimal cash, a few
percent at most, since the long-term return to cash is lower than any other asset class. In conlrast,
tnany of the volunteer fire funds had hi gh cash positions. The highest are Anoka-Champlin with 27
percent cash, Plymouth with 31 percent, and West Metro with 26 percent. These high cash positions
mean that one or more other asset classes, where the expected return is higher, must have an
unusually low allocation. Anola-Champlin, for instance, had nearly twice as much cash ag bonds,
while West Metro had a cash portfolio three times as large as its bond holdings. If these asset mixes
on December 31, 2000, are indicative of the long-term asset mix of these pension funds, rather than
some trangltional effect, the mix will lower the long-term return to these pension funds.

Rate of Return. The next columns show the raies of return actually earned by these associations for
calendar years 1997 through 2000. For the first three years all returns (except Plymouth’s 1999
return) are positive, reflecting the good investment markets in those years. In 2000, most associations
had negative returns, reflecting the trouble in domestic and international equity markets that began in
that year.

Four- i - These columns show four-year annualized rates of return or
growth rates, which summarize the previous rate of return information. For example, Anoka-
Champlin returns from 1997 through 2000 were 13.4 percent, 17.2 percent, 18.6 percent, and negative
8.3 percent. This is mathematically equivalent to (would provide the same growth as) the consistent
9.6 percent return each year shown for that association as its four-year annualized return. For
comparison, we have included in the four-year annualized return columns the annualized returns for
three reasonable benchmark portfolios. The first is the annualized return achievable by buying a mix
of two index funds, where 60 percent of the portfolio is invested in a stock index fund tracking the
domestic stock market as a whole (a Wilshire 5000 index fund) and 40 percent is invested in an index
bond portfolio tracking the investment grade domestic bond market (a Lehman Apgregaie index
fund). The second benchmark is the four-year return to the SBI Combined Fund. This provides an
indication of the return that could have been earned if SBI had invested the assets of thege
associations during this period, investing the money in the same investments that SBI uses to invest
assets of the MSRS, PERA, and TRA plans. Since SBI invests a portion of these assets in forejgn
stock, and also devotes a portion of the assets to alternative or “other” assets, this comparison may be
of interest for volunteer fire funds which also include those asset classes i its portfolios, The final
benchmark is the return to the SBI Income Share Account, which is one of the investment options
offered through the SBI Supplemental Funds. If the relief association’s actual return is less than that
of the Income Share Account, the association would have been better off using the Income Share
account as its sole investment vehicle. Under current law, volunteer fire relief associations are
permitted to invest all or part of their assets in investments offered under the SRI Supplemental
Funds. The Supplementat Fund also serves as an investment vehicle for the MSRS deferred
compensation plan, and members of the MSRS Unclassified Plan (which includes many legislators

Pape 4 N&t407.1




and legislative staff) have their retirement accounts invested in one or mote of the SBI Supplemental
Funds. Investments offered through the Supplemental Fund include a tnoney roarket fund, a fixed
interest fund offering guaranteed investment contracts (GICs), 2 bond fund, a foreign stock fund, a
domestic stock index fund, an actively managed stock fund (the Growth Share Accounf), and the
Income Share Account, which is a balanced portfolio of common stock, bonds, and cash. According
to SBI reports, the long-term asset mix of the Income Share Account is 60 percent domestic stock, 35
percent bonds, and five percent cash, which is not an unreasonable asset mix for a pension fund,
Over the long term, the Income Share Account retarn should be similar to that of the 60 percent
stock/40 percent bond index portfolio previously described. It might drag behind the index fund
portfolio slightly due to the cash allocation, unless managers succeed in beating the stock or bond
index in those portions of the portfolio,

Review of the four-year returns in the table indicates that only a small minority of the volunteer fire
pension funds included in the table provided returns comparable to any of the benchmarks. Only five
out of 22 volunteer fire pension funds (23 percent of the pension funds) had returns equal to or higher
than the 60 percent stock/40 percent bond index portfolio. This indicates that for many of the pension
find boards, their effort to manage the pension fund assets caused z loss of value to the pension fund
compared to readily available alternatives. The administrators would have been better off selecting a
60 percent stock/40 percent bond mix and indexing both portions rather than making any effort to
beat the markets using active managers. Similarly, only four out of 22 (18 percent of the pension
funds) exceeded the SBI Combined Fund return, while one, Minnetonka, matched it Regarding the
comparison to the Income Share Account, again only four out of 22 pension funds provided 4 higher
return,

While the above results suggest weak investment performance for these larger volunteer fire funds as
a whole, we have limited ability to clearly identify the immediate causes of the relatively Jow returns.
A study of asset mix over time may provide some answers, by indicating low allocation to equities,
failure to periodically rebalance the portfolio, or market timing (shifting assets between asset classes
in an effort to correctly guess the next hot sector). Market timing is almost never successful over the
long term. However, studying asset mix over time would leave unanswered questions. A key part of
successful investing is capturing the return offered by the various asset classes in which the pension
fund invests. To measure success in that area requires asset class returns. However, that information
is generally not available for these finds. Under current investment performance reporting law
(Minnesota Statutes, Section 35 6.219), investment manager or asset class data are not reported to the
State Auditor for any pension fiund with less thar $10 million in assets. The only fund in this group
with assets of $10 million or more is Bloomington Fire.

Given the lack of asset class returns for volunteer fire funds, in this memo we Limit comment io a few
cbservations based on the four-year apnualized returns and the December 31, 2000, asset mix. Ifwe
assume that the December 31, 2000, asset mix information is a fair reflection of the asset mix used by
these funds over the longer term, few of these associations have the returns one would expect given
the portion of the portfolio they exposed to the stock market, Anoka-Champlin’s four-year retum was
9.6 percent, cornpared to a 12.24 percent return for the §0/40 index furd portfolio. At the end of
calendar 2000, Anoka-Champlin had 58 percent of its assets in siock, very close to the 60 percent
stock allocation in the index portfolio. The relief association return, however, is significantly lower
than the stock/bond index fund approach. The hi gh cash position may be part of the reason for the
drag on return. Underperformance in the stock and bond markets may also be a factor, but that is not
knowable without asset class returns. Apple Valley has a high stock position, 72 percent of its
portfolio, but a low retimn for the four-year period, only 7.9 percent. Comparison to the index
portfolio indicates that a considerably higher return, 12.24 percent, was available while only exposing
60 percent of assets to the stock market. While a high cash position may have been a factor in Apple
Valley’s relatively low return, underperformance in the stock market seems likely. Other funds with
returns lower than expected given the December 31, 2000, asset allocation are Brooklyn Center,
Brooklyn Park, Coon Rapids, Eagan, Lake Johanna, Maple Grove, Maplewood, Mound, West Metro,
White Bear Lake, and Bloomington Fire,

Potentjal Asget Value So far, the table has compared rates of return earned by the volunteer fire
relief associations with those of the three benchmarks. The remainder of the table shows dollar
impacts of these rate of return differences. The columns to the right of the four-year annualized
return columns show potential asset values. The first column in that group shows the asset values
that result from taking the January 1, 1997, asseis of each relief association and permitting that
amount grow at the rates of return earned by the applicable relief association during the 1997 through
2000 period. The next column shows the assets that would have oceurred if the association had used
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the index approach, or otherwise matched that return. Similarly, the next column shows the assets
that would have been available if the association had matehed the SBI Combined Fund refurns, and
the final column in this grouping shows the agsets that result from matching the SBT Income Share
refurns,

6. Gaip or Losy. The final columns, the gain or loss columns, show the differences between the colurmns
Just discussed. Consider the first relief association in the table, Anoka-Champlin. With a 9.6
annualized four-year return, this association earned considerably lower returns for the four-year
period than the index portfolio, or the SBI Combined Fund, or the SBI lncome Share Account, which
all had four-year annualized returns in excess of 12.2 percent. The lower returns of the relief
association make a noticeable difference in its asset value. The final columns of the table indicate
that this association would have had an additional $397,915 in assets if it had used the 60/40 index
approach or otherwise matched those returns, or an additional $422,952 if it had matched the SBI
Combined Fund returns, or an additional $486,014 if it had invested all its assets in the SBI Income
Share Account. Results for the other relief associations are as shown in the table. For the group as a
whole, the group underperformed the 60/40 index fund by $13.7 million dollars, underperformed the
SBI Combined Fund by $15 million, and underperformed the SBI Income Share Account by $18.2
million. Approximately half of the underperformance in dollar terms is due to Bloomington Fire,
resulting from its very large asset base relative to the other funds in this group. Like most of the other
funds in this table, it had lower returns than all three of the benchmarks.

ensi 7 . in F illig

The information on the statewide plans and other non-volunteer fire plans covered in this memo are from
data in LCPR staff files, from OSA Reports, and from a request for data sent to the fund managers to
provide rate of return data for the total portfolio and asset classes for calendar years 1998 through 2001.
Pension funds or fund administrations reviewed in this section are:

L. The State Board of Investment (SBI), which manages the assets of MSRS, TRA, PERA, and which
is also authorized to manage police, paid fire, and volunteer fire plan assets, if those associations
choose to use the SBI Supplemental Fund as an investment vehicle;

2. The DTRFA, MTRFA, StPTRFA, which invest the asseis of the first class city teacher pension
plans;

3. MERF; .
4. MFRA and MPRA; and ‘
5. The Bloomington Fire Relief Association, which is the state’s largest volunteer fire plan.

In this section we present asset mix information as of the end of calendar year 2001, and where data
permit total portfolio retarns and asset class returns for calendar years 1998 through 2001. As previously
‘mentioned, much of the information presented here is from a data request we mailed to the fund
administrators. We did not sent a request to the SBI Executive Director, Howard Bicker, because we
concluded there was sufficient information contained in the SBI quarterly meeting reports. We also had
considetable information on the MTRFA from its board meeting materials. We compiled the asset mix
and rate of return information from MTRFA meeting materjals, and we sent z letter to Ms. Kilberg, the
MTRTA Executive Director, requesting her to review the information for accuracy. A sample of the data
Tequest that was sent to the funds other than SBI and MTRFA is attached to this memo.

A, Asset Mix,

Table 2 provides asset mix information as of December 31, 2001, the end of the period under study.
The first five funds noted in the able (SBI Combined Fund, MERF Combined F und, DTRTA,
MTRFA, and StPTRFA) reflect typical pension fund asset allocations. Cash is kept to & minimum.
The investment policy statements for these funds may specify a minimal allocation to cash, a percent
or two of the total portfolio, or they may simply indicate that cash holdings should be mintmized,
Any large pension portfolio will have some cash, which may be called frictional cash, because of
incoming employer and employee contributions, retirements, or'due to iransfer of assets between
investment accounts. The objective, though, is to promptly convert cash into other investment assets
with higher long-term returns. Bond holdings are approximately 25 fo 30 percent of the portfolio,
The remainder is generally held in various forms of equity. Domestic stock is the largest component.

All have also chosen to make a fairly substantial commitment to foreign stock, The “Other” category
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may include some venture capital, oil or gas investments, or real estate, through real estate investment
trusts (REITS) or other investment forms,

Table 2
Agset Mix
Calendar Year-End 2001
Domestic Foreign
Cash Bonds  _ Stock - Stock .. Other

% Y % % %
SBIY Combined 20 244 51.0 15.0 7.6
MERT Comhined 1.8 30.4 44.5 18.9 43
DTRFA 1.6 28.1 549 13.1 23
MTRFA 14 28.1 54.0 15.0 1.5
S{PTRFA 1.9 29.0 51.86 17.4 0.1
Minneapolis Fire ‘ 53 217 5113 1:7 ' 20.3%
Minneapolis Police 82 202 354 6.5 0.8
Bloomington Fire 1.3 5.6 21.2 0.44 71.44*

*Parious mutual finds, some of whick are balanced funds, while others are stock or band mutual fimds

The first fivesfords above appear to have similar asset mixes. Since asset mix is the dominant
determinant of fotal return, these pension funds could have very similar returns, The rate of return
information presented later indicates that was not always the case. The pension funds were not
equally successful in capturing the returns offered by the markets in which they invest. Also, within a
given broad asset class, some pension finds chose to expose their funds to certain submarkets, or to
weight submarkets differently. For example, within domestic equities, some finds may have
emphasized small-caps, others were more weighted to large-caps. Some invested within their bond
portfolios in below-investment-grade debt (junk bonds) while others do not. SBT has emerging
market securities within its foreign stock portfolie, while others may not have any or may have a
much lesser emphasis within that subgrouping.

The MPRA asset mix differs from those of the previously mentioned finds, The Mianeapolis Police
asset mix, at least at this point in time, has a heavy cash weighting, over eight pereent of the portfolio,
The bond allocation is also relatively high, while the allocation to domestic and foreign stocks is
below that of the other paid employes plans included in the table,

The asset mix information sent to us by Bloomington Fire is not meaningful. The cash may be
understated, and the bond and stock catepories definitely are understated, because of stock and bond
assets lumped into the “Other” category, In the “Other” category, Bloomington Fire lists what it calls
its internally managed portfolio. This is a collection of investments including mutual funds, some of
which are stock finds, others bond funds, and still others are balance fundg which include stoek and
bond investments within a muteal fund account. The stock investments within these stock and
balanced mutual funds ought to be included under the applicable domestic or foreign stack category,
and similarly with the bonds within these mutual fund and similar investments. For several years, we
have expressed reservations about the performance of this pension fund. Past reviews suggest a lack
of any systematic approach to investing {including a lack of investment objectives, and no meaningfis]
investment performance review process). The investment results reported in the first section for this
relief association indicates continuing problems. Given the way this association presents its asset
mix, we suspect that the association is often unaware of its true asset allocation. Given the
importance of asset mix in determining returns earned by a pension fund, after careful study the
pension fund adminisirators ought to set a target asset allocation, and the board needs to ensure that
its actual asset mix does not stray far from its target mix,

Similarly, the MFRA asset mix as sent to use by that fund adminisiration is misleading. The MFRA
listed 2 large poriion of its assets, 20.3 percent, in the “Other” category. A footnote to the MFRA
filing indicates that the “Other” category contains balanced funds, equity funds, bond funds, the IMB
Group Trust. Most of the assets included in the “Other” category are better included under domestic
stocks, foreign stock, or bond cafegories, as applicable (an exception is the JMB Group Trust, which
is 2 small rea) estate investment). Lumping some of the MFRA’s bond and stock investments into the
“Other” category understates the portion of the association’s assets actually devoted to stock and bond
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investments, and creates the same issue noted with Bloomington Fire: the association may not be
fully aware of its actual agset mix at any given fime,

Table 3 provides asset mix detail of the SBI and MERF funds for active and retired members, and for
the combination of the active and retired funds, The table indicates that there is little difference
between the active member (Basic Fund) and retired member {Post Fund) SBI asset mixes. The asset
mix of the combination of the two (the SBI Combined Pund) is therefore similar to either pisce. 1t
follows that the total returns to the SBI Combined Fund will be quite similar to the total return of the
Basic or Post Fund. We also know that SBI uses the same investment managers for both funds,
Thus, the asset clagss returns for the Combined Fund are the same as the asset class returns for the
Basic or Post Fund (with the exception of the “Other” category, which has some venture capital or
similar investments that appear only in the Basic Fund, and some yield-based investnients allocated
only to the Post Fund.) The situation is the same for MERF’s Active and Retired Funds, and the
combination of the two, the MERF Cotnbined Fund. Thetefore, for the rest of this mema, there is
little or no mention of rettrns for the separate MERF or SBI active member or retired member funds,

Table 3
SBI and MERF Asset Mix
Calendar Year End 2001
Domestic Foreign
Casgh _Bonds Stock, . Stock Other

% Y % % %
SBI Basic Fund (Active) 1.3 2.1 495 15.0 124
SBI Post Fund 7 26.7 52.4 15.1 3.1
SBI Combined Fund 20 24.4 . S0 15.0 1.6
MERF Active 1.9 30,5 44.5 18.9 4.3
MERF Retired Fund 1.8 30.4 44.5 . 189 4.3
MERF Combined 1.8 304 44.5 18.9 4.3

Within MERF and SBI, the asset mix convergence between the active and retired funds began in the
early 1990s, Before that time, the MERF and SBI funds for active menmbers were invested for
growth, while the funds for retirees were invested for vield, because the SBI Post Fund and MERF
Retired Fund provided post retirement adjustments based the yield (interest earnings and recognized
gains) earned by these retired accounts during the year. Because of the emphasis on vield, the retired
funds were heavily weighted in bonds, while the active funds were heavily weighted in stock. Not
only was the asset mix different, but different iitvestment managers were used, creafing different asget
class rates of return in the active and retired accounts. When the mechanism for determining Post
Fund adjustments was changed from a yield-based approach to a total return approach, the SBI Post
Fund and the MERT Retired Fund were shifted from a heavy bond emphasis to 4 heavy stock
emphasis, and the asset mix for the applicable active member fund and the applicable retired member
fund became virtually identical,

Table 4 indicates that total portfolio returns for the reporting funds, from 1998 through 2001, plus the
four-year annualized returns which summarize this four-year period. When we compated the total
portfolio returns as reported by the funds to the returns computed by the State Auditot in applicable
i blic Pensiops Plans: Investment Disclosure Reports, we observed discrepancies, some
rather large. Given these discrepancies, we used the returns reported in the State Auditor reports
when possible. The State Auditor report covering calendar year 2001 is not yet available, Therefore,
in all cases the 2001 return used to compute the four-year return is the 2001 returh reported to ug by
“the applicable funds, The various discrepancies in returns for earlier years suggest that full
confidence should not be placed in the reported 2001 returns,

In the table, on the first line for each fund we report the 1998, 1999, and 2000 return for the fund as
computed by the Office of the State Auditor (OSA). On the line below these enitries, we riote the
returns (1998 through 2001) as reported to us by the fund. We computed four-year returns using the
three years of data as computed by the Office of the State Auditor and the 2001 return as reported by
the pension funds. We are concerned about the size of some of these discrepancies between the OSA.
computations and the fund-reported results. Differences of one-tenth of one percent are pot
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unreasonable. Differences of that size could easily be due to rounding or sore insignificant
methodological difference. Amownts larger than that deserve to be explained. They may stem from
significant data error, faulty methodology, or disagreements about the value of large, illiquid assets,
Rates of return need to be sufficiently accurate to avoid having the pension fund board draw
erroneous contlusions. Differences of a few tenths of a percent could cause a hoard to draw
erroncous conclusions. For example, 2 persistant overstatement of stock retums by a few tenths of
one percent over the long term might cause a board erroneously to conclude that its stock portfolio
investment approach is succeeding, when actually it is failing and needs to be revised,

Table 4
Total Portfolio Returns
Calendar Years 1998-2001

4-Year
Amualized
1998 1999 2000 2001  _ Returg i
% % % % % )

SBI Combined Fund

As reported by the OSA 16.1 16.5 2.8 - 5.44

As reported by SBY 16.1 16.5 -2.8 -6.0 )
MERF Combined Fund

As reported by the OSA 15.7 15.5 -1.3 - 547

As reported by MERF 15,9 16.1 -1.47 -6.2 '
DTRFA

As reported by the OSA 11.1 294 -1.6 - 775

Az reported by DTRFA 13,0 30.1 -1.5 4.7 ;
MTRFA

As reporied by the OSA 14.2 21.5 -6.0 - 475

As reported by MTRFA 142 216 -6.0 1T .
BiPTRTA

As reported by the OSA 12.0 13.6 ~0.2 - 5.80

As reporied by StPTRFA 124 139 0.1 -14 :
Minneapolis Fire (MFRA}

Ag reported by the OSA 21.9 17.8 -2.70 - 781

As reported by MFRA 22,153 .18.2% -2.70 -3.30 )
Minneapolis Police (MPRA)

As reported by the 054 114 11.1 2.0 - 3.84

As reported by MPRA 11.03 11.59 -1.64 4,13 ;
Bloomington Fire (BFRA)

As reported by the OSA 13.8 132 -3.9 - 335

As reported by BFRA 1537 11.73 -1.85 -1.84 » :

Regarding the pension funds listed in the table, we note conflicting estimates for MERT for the three
years (1998, 1999, and 2000) for which we have State Auditor computed returns compared fo those
reported by the fund. The difference for 1999 is relatively large, with the State Auditor indicating a
15.5 percent return while the fund indicates a return over 16 percent. Discrepancies in the DTRTA
returns are large, particularly in 1998, with the fund.indicating a 13 percent return while the State
Anditor comiput®s an 11.1 percent return from the same underlying data. For SIPTRTA, the

differences are a persistent three-tenths or four-tenths of a percent. For MFRA, the OSA-computed
returns are slightly lower than the MFRA-computed returns in 1998 and 1999, The MPRA-computed
returns are four-tenths to half of one percent below the OSA-computed returns, The Bloomington
Fire plan return differences are very large, well in excess of a full percent in 1998 and 1999,

Regarding the investment performance of the funds in general, we note that all are impact of troubled
foreign and domestic stock markets in 2000 and 2001, which hurt pension fund total returns. All
funds had negative returns in those two years (using OSA computed results). For the four-year period
as a whole, no fund had returns approaching the 8.5 percent long-term return assumed in actoarial
worle for many of these funds, ; Coe- '

Regarding specific funds, assuming information in Table 4 s accurate, 3BI and MERT provided
virtually identical results, with returnis differing by only three one-hundredths of one percent. The
MFRA and DTRFA had the highest returns in the group. Rounded to the nearest tenth of percent,
both these pension funds had 7.8 percent four-year returns. The MFRA had a very high 1998 return,
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and ifs performance was betfer than some of the large funds in the bad markets of 2000 and 2001,

Tor DTRFA, the high four-year annualized return is due largely to the 1999 return, a year in which a
few DTRFA stock managers provided exceptional returns. This created a calendar year total portfolio
return far in excess of the other pension funds. In 1998, DTRFA had the lowest return in the group,
but the 1999 return more than reversed that impact. In 2000 and 2001, the DTRFA succeeded in not
losing as much as some of the other pension funds, which again helped its relative performance.

For many years, Commission staff has commented on MTRFA performance problems. IHistorically,
the MTRFA has had problems in its investment grade bond portfolios, junk bond portfoliocs, and
stock portfolios. The fund also attempted to market time, and that may still be a factor. For the 1998~
2001 period, the MTRFA had one good year out of four, calendar year 1999, when the MTRFA s
total portfolio return was considerably above the state funds {SBI Combined Fund). For the other
years, MTRFA’s 1998 return was nearly two percent below the SBI Combined Fund return, and in
calendar year 2000, the MTRFA had a lower return (negative 6 percent) than any other fund in the
table. In 2001, the MTRFA return (negative 7.7 percent) was lower than any fund except
Bloomington Firs. Despite a 1999 return that was five percent higher than SBI’s return. (21.5 percent
compared to SBI's 16.5 percent return) over tonger periods the MTREA continued to lose ground,
with only a 4.75 percent four-year average return, ,

The StPTRFA had a higher four~year return than SBI, due largely to performance in down markets.
The 1998 and 1999 SIPTRFA returns were modest and well below SBI, but the StPTRFA did
considerably bettet in the down markets of 2000 and 2001, SIPTRFA’s negative 1.4 percent calendar
year 2001 return (as reported by the fund) was noticeably above all other reporting funds.

The MPRA is another fund with a considerable history of performance problems. Its 1998 return was
lower than any fund except the DTRFA, and its 1999 returr was considerably below all other funds.
Minneapolis Police did succeed in having returns in 2000 and 2001 which were less negative than
SBI and several of the other funds. However, the resulting four-yeat return is low, only 3.84 percent,
lower than any reporting fund other than Bloomington Fire. Iopefully, the improved 2000 and 2001
relative performance is a sign of positive change. It may, however, be little more than a reflection of
a high cash and bonhd position, which is suggested by the asset mix information presented earkier. If
the fund maintains a high cash position, that will create a performance drag when markets return to’
conditions that are more normal.

Bloomington Fire was not positioned to take full advantage of the pood markets of 1998 and 1999,
and it was harmnmered in the bad markets of 2000 and 2001. The Bloomington Fire 1998 and 1999
returns were modest compared ta the SBI or MERF returns, while in 2000 Bloomington Fire had a
more negative return than any fund except the MTRFA, and in 2001 the fund had the lowest return of
all, negative 7.8 percent. The four-year return is 3.35 pefcent, the lowest in the group, When we last
examined investment policy statements in 1998, the Bloomington Fire statement indicated no rate of
return objectives beyond attaining a favorable absolute and relative rate of return consistent with the
preservation of capital, The performance in the ensuing years fell short of the objectives. The
absolute returns were not good, the fund did not do well relative to other large funds, and with the
exception of the MTRFA, the relief association did not preserve capital as well as the other funds in
the bad markets of 2000 and 2001, h

Further Comments on Rate of Return Discrepancies.

We requested rates of return from the funds which are time weighted, net of fees and related
investment costs. Similarly, the OSA reports indicate that the OSA uses the raw data it receives from
the reporting pension funds (more than 700 of them) to compute time weighted rates of return net of
costs and fees. The OSA computed returns and those provided to us by the pension funds should
agree, but as noted above, that is often not the case. Discrepancies were large in some cases, and
while the returns reported by the funds tend to be higher than those OSA computed, that was not
universally trne,

Under law (Minnesota Statutes, Section 11A.04, a provision listing the duties of SBI), SBI shall
“Bstablish a formuta or formulas to measure (investment) managerment performance and return on
investment. Public pension funds in the state shall utilize the formula or formulas developed by the
state board.” Thus, in theory, all pension funds in the state should be using an identical methodology
to compute the investment returns, the method that SBI developed or adopted. That has not occurred,
so practice departs from theory. SBI has not provided a detailed statement of the methodology
Minnesota public pension funds are to use. SBI uses the specific formulas and methods of whatever
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investment performance consultant or custodian that SBI has under contract at the time, while the
other pension plans use the formulas and methods of the consultant or custodian they retain.

Given this situation, we have relied on the OSA total portfolio return estimates whenever there is a
discrepancy. This should provide the most consistent comparisons. It is our understanding that the
OSA used SBI’s consultant, Richards and Tierney, to set up its rate of retumn computation programs.
The OSA results should be fully consistent with that used by SBI, and its application to the raw data
from the otlier fimds should provide the most consistent data set, by eliminating the impact of
different methodologies.

The results computed by OSA and the results computed by the pension plan’s own consultant or
custodian ought to the same. It may be nseful, at some future meeting, to explore why we have
conflicting estimates, While there is no SBl-promulgated method, all service providers should be
using approaches deemed acceptable by the Association for Investment Management and Research
(AIMR}, an oversight group that, among other functions, runs the Chartered Financial Analyst (CFA)
program. In the last decade, ATMR has made a serious effort to improvement methodology and
consistency in the investment performance reporting industry,

ing Pengi

In the last significant review of public pension fund investment performance by LCPR. staff (a staff
memo to the Commission dated September 25, 1998), we estimated the dollfars gained or lost by not
having SBI invest the assets of the larger Minnesota pension funds. Information from a table in that
memo is reproduced below, That earlier memo looked at the 1994 through 1997 period. We began
with 1994 because SBI had begun providing post retirement adjustments based on rates of return,
following the legislative changes that had been made to the SBI Post Fund post retirement adjustment
mechanism. Given those changes, SBI revised the Post Fund asset mix by shifting the emphasis from
bonds to 2 heavy stock weighting. At that point, it made sense to use the investment performance of
the SBI Combined Fund (the performance that results from combining SBI Basic and Post Fund
assets) as a measure of SBI investment performance.

The basic approach used to construct Table 5 has been described in detail earlier in this memo when
discussing volunteer fire results. Using the four-year annualized growth rates for the 1994-1997
period, we determined the amount of assets that would be produced given those rates of return and the
pension funds” 1994 beginning of year asset values. We then determined what the asset values would
‘be if each fund had matched the SBI Combined Fund returns. During the 1994 through 1997 period,
most pension funds had considerably lower returns than the SBI Combined Fund, As a result, they
generated considerably fewer assets than would have been the case with SBI investment management.
These losses are noted in the table. For the whole group, these losses total $251.4 million, slighily
over one-quarter billion doltars. This is a measure of the additional assets that would have been
generated if SBI had managed the assets of all these funds, rather than having the separate locally
managed funds. The largest contributors to this total loss were MERF, MTRFA, and the MPRA.

Table 5
Gain or Y.oss Compared ¢o SBI Combined Fund
Calendar Vears 1994-1997

4-Year Gain or Loss

Annualized Relative to the SBY

Retum Combined Portfolio

Fund Name 1994-1997 1994 Assets Given 1994 Assets

% $ millions $ millions
SBI Combined 15.03 18,852.0 - - — -
MERF Total Fund 13.68 967.5 . -78.1
DTRFA 13.28 1355 ~14.1
MTRFA 13.19 541.1 -59.2
StPTRFA 14.28 410.6 -18.6
Minneapolis Fire 15.10 1775 +0.8
Minneapolis Police 10.83 2889 -69.9
Bloomington Five 1145 58.8 -122
-251.4
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For the most recent period (1998 through 2001}, the differences between SBI's returns and those of
most other funds was not as significant as during the carlier period. Several funds had higher returns
than SBI, but the MTRFA, MPRA, and Bloomingten Fire continued to trail., For the non-SRI group
a3 a whole, there was $4.8 million more in the system by not having SBI invest the assets, This ig
partly attributable to improved performance by a few of these funds, and partly attributable to SBI
stumbling a bit in the domestic and foreign stock markets. The results for the 1998 through 2001
period are shown in Table 6, .

Table 6
Gain or Loss Compared to SBI Combined Fund
Calendar Years 19982001

4-Year Gain or Loss
Annualized ) Relative to the SBI
Return Combined Portfolio
Fund Name 19982001 | 1998 Assets Given 1994 Assets o -
% $ mifiions $ millions
SBI Combined 5,44 32,418.8 -
MERF Total Fund 547 1,374.1 +1.9
DTRFA T.75 2072 +23.2
MTRFA 4.15 8333 -26.7
SIPTRFA 5.80 687.0 +11.7
Minneapolis Fire 7.81 ' 263.7 +30.3
Minneapalis Police 3.85 374.9 -27.3
Bloomington Fire 3.36 88.3 =£3
+4.8

The MERF and SBI returns are far more similar than in the eatlier period. Rather than a very large
loss refative to SBI, MERF has a very modest gain based on the marginally higher MERF annualized
returns. MFRA, DTRFA, and StPTRFA also had higher returns than SBI, and therefore show gains
in the table. MTRFA, MPRA, and Bloomington Fire continued to have performance problems,
leading to significant loss for those funds compared to the results that would have oceurred under SBI
management. For the group as a whole, there is a modest net gain (-+$4.8 million) for the 1998
through 2001 period compared to SBI’s returns.

After resolving some data Issues, in a subsequent memo LCPR staff can provide a single table
summarizing the 1994 through 2001 period. In the meantime, a rough estimate can be obtained by
combining the net results from Tables 5 and 6. This could be done for each fund separately or for the
total group. For the total group, the approximate loss created by not having SBI manage al] of these
portfolios is the $251.4 million loss from the first table combined with the $4.8 million gain from the
second, for an approximate total of 2 $246.6 million loss,

Since OSA reports do not provide asset class data for several of the funds, for purposes of the current
memo we list the asset class returns as submilied to us by the pension funds, In a future memo, this
may be revised.

1. Domestic Stock. Table 7 provides the domestic stock returns. Also included are the veturns for
two common stock indices, the Wilshire § 000, which measures the return to the enijre dotnestic
stock market, and the 8&P 500, which is the return earned by 500 of the largest companies, The
Wilshire 5000 is a commonly used benchmark for a broadly diversified stock portfolio,
containing large-cap, mid-cap, and smali-cap Stocks in the same percentages as found in the
market. The S&P 500 is an appropriafe benchmark for a stock portfolio which favors Jarge-cap
stocks. The Wilshire 5000 four-year anhualized return was 4.9 perceni. The comparable S&P
500 return was 5.7 percent for the period, indicating that large-eap stocks had better retuzns
during this period than mid-cap and small-cap stocks.

The results in the table reflect a decision by several of these pension funds to index a significant
portion of their stock portfolios, while the remaining portions may be semi-passively invested or
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actively invested. As a consequence of the greater use of indexing and related approaches, the
returns {o many of the pensions fund have improved relative to the index returns, compared o
their more distant past performance.

is paid at the time of purchase. The remainder is invested in short-term debt instruments until
needed to settle the future contracts. Given the nature of the futures market, in general the total
1eturn to the futures contracts plus the related debi investments will equal the S&P 500 return if
the return on the debt investments equal the London Iuter-Bank Offering Rate (LIBOR), The
LIBOR rate is the interest rate charged on inter-bank loans. If the pension fund earns a return on
the short-term debt investments which exceeds the LIBOR rate, the pension fund should receive
a total returm on its enhance index investment account which exceeds the S&P 500 retum,

For decades, active stock managers have tried to select stocks to beat the stock indices, having
little success. The strategy taken by these enhanced index managers is an effort to transform the
game. Rather than trying to beat the stock market to provide a return above the stock index,
success now depends upon beating short-term debt market with cash/short-term debi investments
prior to ¢losing the stock market futures contracts, s

For several years, DTRFA, MERF, and MTRFA had some success with these approaches, and
that is reflected in the returns reported below. However, in the most recent months of 2002, 100
recent to be included in the table, MERF and MTRFA suffered considerable losses due to
enhanced indexing. They fired their eshanced index manager, Advanced Investnent
Management (AIM), after it was discovered that the firm was violating the investment guidelines
placed on the accounts by the two pension funds, and AIM may have violated state and federal
law. A MERF press release indicates that AIM used techniques which highly leveraged the
portfolio. Leverage adds to gains in a strong market, but will magnify lossesina downmarket.
In MERT’s case, iosses due specifically to contract violations (actions AIM took in violation of
the investment guidelines on the account), were estimated at $27 million. MTRFA also had
significant losses. These losses will impact calendar year 2002 results and are thus not captured
in the returns show in the following table, which ends with calendar year 2001,

Table 7
Bdamestic Stock Returns
Calendar Years 1998-2001

4-Year
1958 1899 2000 2001 Annualized

% % % % %
S&P 500 289 211 91 119 57
Wilshize 5000 23.4 236  -109 119 4.9
SBI Combined Fund 235 210 -116 -IL1 ., -, 428
MERF Combined Fund 24 209 s2 112 5.86
DTRFA 182 46.0 58 124 9.24
MTRFA 220 261 -112 128 447
StPTRFA 147 17.0 3.6 -3.4 573
Minnespolis Fire* 34,] 29.6 51 62 11.5
Minnegpoljs Police* 21.1% 23.17 “6.9 . -10.29 5.67
Bloomington Fire* 189 1851 618  -12.06 3.84

*Return to combined domestic and foreign stock portfolio

Typically, domestic stock is the largest asset class in a pcn.éion furd portfolio, generally
accounting for 50 percent or more of total porifolio assets. Success in this market strongly
influences the tota! portfolic return. SBI was far from a stellar stock market performer during
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this period. In fact, it was one of the weaker perforiners, with a 4,28 percent four-year return,
considerably below either of the common indices, During this period, SBI changed its target
stock benchmark from the Wilshire 5000 to a custom indax, which it calls the Wilshire 5000
Investible. Inlarge part, this is the Wilshire 5000 index with REITs and microcap stocks
removed, under an argument that REITs should be considered separately as real estate rather than
stock, and that it is not practical for a large pension fund to invest in thinly traded stocks of small
companies, the microcaps, Although SBI relies heavily on indexing and semi-passive investing,
SBI had some trouble during this period tracking either the Wilshire 5000 or its custormn Wilshire
5000 Investible,

Regarding other funds, the MTRFA had marginally higher stock returns than SB] during this
period, MERF did well, with a return comparable to the S&P 500 index. MERY relies heavily
"on indexing, including enhanced indexing. Based on the stock return data supplied by the funds,
DTRFA and the MFRA had by far the highest four-year average returns. The DTRFA. result ig
due to calendar year 1999, when the {und had an exceptionally high stock return, 46.0 percent.

The MFRA, stock returns are uniformly high and more consistent than those of DTRFA. The
MFRA managed to beat the indices by wide margins in the good years, 1998 and 1999, while
losing far less than the indices in the bad years, 2000 and 2001, The returns for both of these
funds suggest that the stock portfolios are considerably less diversified than the market as a
whole. Ifthey were broadly diversified to mateh the market, the returns would be closer to the
Wilshizre 5000 results. -

MFRA, MPRA, and Bloomington Fire stock returns need further comment. The estimates
pravided here may be somewhat inaccurate, and some caution should be used in comparing these

" returns to those of the other funds or to the indices. The returns provided by these three pension
funds were computed by their consultant, Standard Valuations, Inc. The pension funds indicate
in their filing (or in later telephone conversation) that the returns combine domestic and foreign
stocks. The computed results depend on how well the fund did in the domestic market, how well
it did in foreign markets, and the percentage of this blended portfolio that was devoted to
domestic rather than foreign stock. If there is any significant portion of foreipn stock in the
portfolio, it is misleading to compare the result to a domestic stock index, or to the results for
another pension fund whose retumn was computed solely on domestic stock, The MPRA may
have a fair allocation to foreign stock, while the MFRA and Bloomington Fire [oreign stock
percentages may be immaterial, but we cannot say for sure based on dats from a single date.
According to the asset mix table presented earlier, 6.5 percent of the MPRA total portfolio was
devoted to foreign stock as of the end of calendar year 2001. On that same date, Bloomington
Fire had less than one percent of its assets in forei gn stock (0.44 percent). The MFRA had a
stightly higher percentage, 1.7 percent, When contacted by phone, the MFRA claimed it has a
long-standing policy of not investing in foreign stock, and suggested that the forei gn stock
percentage indjcated in its filing probably represents foreign companies whose stock trades gn
United States stock exchanges.

Another issue with the reported MFRA and Bloomington domestic stock returns is that the
returns may not cover all of the domestic stock assets. It is possible that these returns do not
incarporate the domestic stock held in mutual funds and blended mutual fund investments. In )
reporting ity asset mix, the MFRA claimed to have 20.3 percent of is assets in a miscellaneous
“Other” category, which it identifies as containing equity mutual funds and balanced mutual
funds combining stock and bond investments. In the Bloomington case, the fund reported 71.44
percent of ifs assets in the “Other™ category, which it further indicated to include considerable
stock murtual fund assets and balanced fund assets. Ifthe reported domestic stock returns for
these two agsociation do incorporate all their stock investments, then these associations are being
inconsistent. The groupings used to compute the returns are not consistent with the way the
associations are reporting their agset mix.

P

Foreign Stock, The foreign stock returns reporied to us by the pension fund administratois are
shown in Table 8. Along with these returns, we provide results for the Europe, Australia, and Far
East (EAFE) index, a commonly used forelgn stock return index. We also provide an emerging
markets index, since SBI and possibly a few other pension fiinds have some exposure to these
under-developed markets in their portfolios, The emerging markets ate subject to extreme
swings. Despite a 66.4 percent return in 1993, the emerging market index had a negative four-
year return. For the four-year period, the BAFE index is barely positive. Comparing these two
foreign stock indices to the domestic stock indices in the previous table indicates that the returns
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in foreigh Triarkets were lower for this four-year period than the domestic markets, Bxposure to
the foreign markets during this period was Likely to lower the total portfolio’s return, compared
to an all-domestic stock portfolio, unless the pension fund’s foreign stock portfolio succeeded in
beating the average return in the foreign markets by a wide margin,

Table §
Foreign Stock Refurns
Calendar Years 1998-2001

4-Year
1698 1959 2000 2001 Annualized )

% % % % %
EAFE* 20.0 27.0 -14.2 =214 0.7
Emerping Markets «253 66.4 -30.6 “2.6 -4.3
SB] Combined Fund il4 332 ~14.3 -19.8 049
MERYF Combined Fund 15.3 342 . 165 -20.0 0,83
DTRFA 11.1 44,1 -17.3 -19.3 1.67
MTRFA %3 424 -11.7 -162 3.59
S{PTRFA 9.2 31.7 ~4,4 -11.6 5.00

¥ Morgan Stardey Capital International indes of Europe, Australla, and the Far East (EAFE)

Unlike the domestic markets, where beating domestic stock indices is a fairly rare event, pension
funds do have some success in beating EAFE, Part of that success stems from foreign stock
managers who successfully predict which countries to avoid, due to market instability or political
turmoil within the given country, SBI and MERF produced returns for the four-year peried
similar to EAFE. A few of the teacher plans beat EAFE, largely due to very high 1999 returns,
although the StPTRFA also did comparatively well in the down markets of 2000 and 2001

The blended returns provided by MFRA, MPRA, and Bloomington Fire are not listed here, since
they were reported above with domestic stocks, T

Bonds. The bond retirns submitted by the pension funds appear in Table 9, The index for this
market i3 the Lelunan Aggregate Bond Index, which is an index showing the return to the
domestic investment-grade bond market. The pension funds should be tracking that index
closely. SBI lost ground to the index in 1998, but then beat the index during the next three years
to provide a 7.1 percent four-year return, compared to the 6.87 percent return provided by the
index. MERF, DTRFA, and StPTRFA also had returns cornparable to or slightly above the
index,

The MFRA, MPRA, and Bloomington Fire returns appear in the table, but these associations
compute returns for cash and bonds combined. This blending causes problems. It is not possible
to determine the extent to which these returns reflect a performance problem in bond investing,
or simply the presence of cash investments, which usually have a lower return than longer-term
bond investments. With a blended return, the MFRA had a refurn similar to the index, and
Bloomington was marginally lowez, The MPRA. retum may reflect a performance problem or
simply the impact of cash.

The MTRFA had a bond return noticeably below any other fund. Its retum was cnly 4,19
percent, which is unacceptably low, more than 2.5 percentage points under the index. The
MTRFA. did not track the investment-grade market at alt well. The 1999 return was high, but in
1998, 2000, and 2001, this fund was not close to capturing the return offered by the investment-
grade market. The MTRFA, like a few other funds, has Jjunk bonds in its portfolio in an effort to
boost returns, a strategy that has not worked well for any of the funds. For the MTRFA, iis junk
bond exposure is significant, and some of the period under study was not favorable to junk bonds
given the uncertainty in the economy and 1n the very weak stock market. Compounding the
problem is that MTRFA’s junk bord manager or managers have, at times, not tracked the junk
bond market, providing returns considerably lower than expected within that market,
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Table 9
Bend Returns
Calendar Years 1998-2001

4-Year
1998 1999, 2000 . 2001 Anoualiged ..
% % % % %
Lehman Aggregate Bond Index 87 -0.8 1t.5 84 6.87
SBI Combined Fund 83 -0.5 1.7 9.3 7.10
MERF Combined Fund 8.5 0.2 11.2 8.4 6.99
DTRFA 8.7 -I._S 11.8 5.8 6.75
MTRFA 4.4 37 72 58 4.19
StPTRFA 92" -1 1.6 9.10 6.98
Minneapolis Firs 8.9 -1.2 112 8.9 6.85
Minneapolis Police* 742 -0.58 1044 . 8.56 16.37
Blooraington Fire* 7.96 1.o9 10.59 6.72 6.53

*Return to combined bond and cash portfolio

4. Cash. The cash returns appear in Table 10. As an index for comparison, we provide the 90-Day

Treasury Bill returns. Cash returns are not particularly important for any pension fund that Kmits
its cash portfolio to frictional cash. We also note that much of the available return data {s
misleading, providing litile indication of actual cash retumns. The main purpose served by this
table may be to stimulate questions from:Commission members about the various investment
activities and strategies used by these pension funds,

Table 10
Cash Returngs
Calendar Years 1998-2001

. 4-Year
1998 1999 2000 2001 Annualized

% % % % %
90-Day Treasury Bill 5.0 4.1 6.1 3.3 4.7
SBI Combined Fund * - - - - - -
MERF Combined Fund ? 5.6 12 13 4.1 6.07
DTRFA 5.7 4.7 6.0 4.1 5.12
MTRF4 49 4.5 6.8 6.0 555
StPTRFA ® 6.1 10.9 -14.4 4.7 -L02

L Cash returns are not provided in BI reporits
® Cath returns include the impact of derivative trades
* “Cash” in 2000 and 2001 combineas actual cash and “equitized” cash overlay porifolios

Regarding specific funds, we do not have cash returns for SBI because these do not appear in the
SBI quartetly reports. The numbers provided by MERF are shown in the table, but Bxeculive
Director Judith Johnson indicated in her response that the cash returns include the impaet of
“derivative trades.” The StPTRFA returns in 1998 and 1999 seerm extraordinarily high for cash
returns, particularly 1999, but no explanation was provided. That fund’s reposted 2000 and 2001
cash returns are negative, which would be most unusual, but the fund indicates that these rettirns
combine actual cash investments and “equitized cash overlay portfolios.” Perhaps these MERF
and StPTRFA returns reflect enhanced stock index strategies referred to earlier. No teturns are
shown for MFRA, MPRA, or Bloomington, because they reported blended cash/bond returns,
discussed above. : B
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Conclusion

In this memo, staff began by providing an investment performance review of the Jarger volunteer fire
plans. There were the plans with assets comparable to or greater than those of the smallest paid local plan
fund, the Virginia Fire Relief Association’s special fund, We noted general investment performance
problems: few funds produced returns comparable to reasonable benchmarks, Low returns create less
asset growth through investing. This, in turn, can harm the firefighters by reducing the henefits they
might otherwise receive, and it can lead to more demands for conttibutions from the municipaliiies and
through requests for additional state aids.

1t is reasonable to conclude that the situation is worse with the smaller volunteer fire plans, the roughly
680 plans not covered here. The volunteer fire plan boards are composed of volunteer firefighters and
municipal officials. These officials are dedicaied individuals, and the firefighters are highly capable and
are hardworking in providing firefighting services to their communities. However, few boards wilf be
knowledgeable about investing, and few will have a well researched, disciplined approach.

We noted that the volunteer fire plans, over 700 in number, Have considerable assets in tatal, more than
some of the smaller local paid fire and police plans, and more than some of the first class city teacher
plans. However, because the assets are dispersed over so many small plans, it is not possible to provide
the oversight these assets deserve, and it is not possible to achieve consistenoy or a general level of
professionalism in managing these assets.

For the various defined benefit plans providing coverage to paid public employees in this state, we
provided an overview of recent total portfolio and asset class results and some tentative findings. There
are data issues. It would be helpful to reconcile the total portfolio rate of return data provided by the
pension funds with those computed by the OSA. Also, any differences between OSA-computed asset
class results (where available) and returns computed by the funds may merif exploring, and it would be
useful to have cleaner stock and bonds returns, returns which do not blend different asset classes.

If the Commission wishes to further pursue this general topie, in a future memo staff could provide total
portfolio and asset class results with more confidence in the data than we currently have. It may also be
useful to provide additional discussion of the investment strategies used by some of these pension funds,
including indexing and enhanced indexing. ¥t will also be possible to combine the recent data with past
data, providing 2 long-term view indicating how these portfolios (total portfolio, stock, and bond) have
performed since the beginning of the 1990s.

It would also be useful to review more’current data to study the condition of the pension plans, hopefully
through fiscal year 2002 (data should be available in the next few months). IL will also be useful fu study
differences between the actuarial and market value of the paid employee public pension funds. Punding
ratios based on market value indicate the actual corrent condition of these plans, given the value of the
plans’ assets. Differences between these ratios and ratios based on actuarial value provide an indication of
the impact of the actuarial value methodology.
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APPENDIX A

A. Definjtion of Concepis ) L

1.

Time-Weighied Ra turn, A time-weighted rate of retum measures the refurn earned on
assets invested for the entire period. B y filtering out the effects on return cansed by a board’s
decisions to give additional assets to a manager during a period under study, or a board’s
decision to withdraw assets from a.manager to cover benefit checks or other operating expenses,
the time-weighted rate of return procedure removes the impact of events over which the
investment manager has no control. For comparisons among investment managers, among funds,
or to compare fund or manager performance to returng offered by the market, time-weighted
returns are the accepted industry standard. In investment manager presentations, use of time-
weighted rates of return rather than other forms of returns are required by Associafion of
Investment Management and Research (AIMR) presentation standards and by the Securities and
Exchange Commission (SEC). Minnesota law mandates the use of time-weighted rates of return
for public pension fund performance reviews,

Most individualy familiar with mutual funds have used time-weighted rate of return information,
although they may not be aware of it because the returns were not identified by the formal name.
Mutual funds commonly report returns to shareholders for the various investment portlolios
offered by the mutual fund {amily. In presenting these returns, the report may include a comment
indicating that the returns reflect the growth rate (positive or negative) of a single $1,000
investment made at the start of the period. Any other uniform assumed starting value could have
been used, since there would be no impact on the computed return, Thisisa description of time-
weighted returns, although the technical term was not used. Since the returns were computed
using the titne-weighted methodology, the returns can be compared to the time-weighted returns
of any similar investment offering,

Agnnualized Returns. To review long-term performance, it is often useful to summarize several
years of annual returns by computing multi-year average returns.. The process is called
“annualizing.” Ifa fund had a 3.2 percent time-weighted rate of return in the first Year, a 22
percent return in the second year, and 2 6.5 percent return in the third, it can be shown that this
variable three-year stream produces the same asset growth as a constant 10.3 percent return in
each year. This 10.3 percent return is the three-year annualized return, summarizing the three-
year performance of the fund. Annualized returns can be computed for any time-period and can
be compared between funds. Mutual funds commonly report returns for one-, five-, and ten-year
periods. The one-year return is the time-wej ghted return for the most recent year, while the five-
and ten-year returns are multi-year, time-weighted annualized returns, Since annualized returns
are a form of average refurns, we will use the terms “annualized returns® and “average returns”
interchanpeably in this memo.

Index Returns. Rates of return can be computed for the stock, cash, bond, and real estate
markets, for portions of those markets, or for afy asset grouping being followed. The market
segment being followed is the index, the return on those assets is the index return. For instance,
the Wilshire 5000 is a commonly used stock index. The Wilshire 5000 inchydes afl domestic
stocks for which daily prices are available, weighted by market value. The name comes from the
company that compiles the index and from the approximate number of companies initially
included. Atthe present time, there are actually over 7,000 stocks incorporated into the Wilshire
5000,

Benchmarks. Pension plan boards expect a certain level of investment performance from each
asset class and from the total porifolio. These performance objectives are often called
“benchmarks™ and they serve as a target or dividing line between perfotmance deemed
acceptable and performance that is not. For stocks, pensiot boards often use the Wilshire 5000.
Long-term stock retutns which approximate or exceed the Wilshire 5000 returs reflect acceptable
performanee, while returns below the benchmark suggest a need for further review and possible
remedial action. Pension investment administrators typically adopt several benchmarks for use
by their fund, one or more indices for each manager, each asset class, and for the total fund, The
expectation is that the manager, asset class, and total pottfolio performance will equal or exceed
the respective benchmark. Indices and average returns for comparable managers or total
portfolios are commonly used benchmarks.
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B. Indices Used in this Report

As in previous Commission staff summaries of time-weighted rate of return report results, the tables
in this memo include indices for comparison purposes. The indices used are thosé chosen by the
pension fund association, as noted in the investment policy statement or other fund document.

The asset clags indices that appear most often are:

*  90-Day Treagury Bill Return. The 90-Day Treasury Bill return indicated the returns
available on cash equivalent investments.

*  Wilshire 5000, The Wilshire 5000 is the return earned on all domestic stocks for whiéh
daily price quotes are available.

* S&P 500. The S&P 500 is the stock return earned by the roughly 500 largest traded
companies,

= Lehman Brothers Agpregate Bond Index. The Lelman Brothers Apgregate Bond Index is

the return earned on all domestic investment grade bonds, treasury and agency securities, and
mortgage obligations with maturities greater than one year.

The Wilshire 5000 and the S&P 500 are stock indices. If a pension board concludes that it is not
prudent to try to predict which portion of the stock market (large~caps, mid-caps, or small-caps) will
provide the best returns in any given year, then a reasonable action is to hold a stock portfolio broadly
diversified across these value segments. The stock benchmark which is most appropriate given that
investment strategy is the Wilshire 5000, since it is a market-weighted index covering small-cap, mid-
cap, and large-cap stocks. The S&P 500 index reflects the retum to certain large-cap stocks, a subset
of the total stock market, although the companies included in that index do account for about 70
percent of the total stock market value.

Like the Wilshire 5000, which covers the broad stock market, the Lehman Brothers Aggregate Bond
Index (generally referred to as the Lehman Agpregate) includes the broadest coverage of debt
securities generally consistent with permissible police, paid fire, and volunteer fire funds investment
authority laws. The Lehman Aggregate includes all investment-grade bond and mortgage securijties.
Use of this index is reasonable and conservative since it is consistent with broad diversifying within
the investment-grade fixed income market and does not require predicting which portion of the fixed
income market (short, middle, or lang maturities; or bonds versus mortgage securities) will have the
most desirable returns during the period under study, Rather, the index wei ghts bonds and mortgage
securities, and the various maturities, in the same proportion as they exist in the investment-grade
fixed income marlket, ©o

For assessing the adequacy of total portfolio results, it is possible to compare returns between funds
or fund groups. Pension fund administrators should also be comparing their fund’s total portfolio
return to the {otal portfolio return that results from the target asset mix, assuming each asset class
meets its benchmark, For their own internal reviews, fund administrators would use the benchmarks
and target asset mix specified in the fund’s investment policy statement, which every fund is required
by law to have. If the actual total portfolio return is less than the total portfolio return resulting from
the target assét miix and the asset class benchmark returns, the shortfall can be traced to departures of
the actual asset mix from the target mix, or asset class under performance, or a combination of the
two.
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' MTRFA aneapohs Teachers Retzrement F und Assoc1at1on
e . . : - Karen Kilherg, Execunve Director

July 18, 2002

Senator Dean Johnson

State Capitol 124B

75 Constitotion Avenue B
St. Paul, MIN 35155 ’

Dear Senator Johnson:

As Chainhan of the Legislative Commission on Pensions and Retirement, the Minneapolis Teachers’ Retirement
Fund Association (MTRFA} felt that you should be aware of a situation that has recently been identified by the
MTRFA involving one of our professional investment managers,

Iam enclosing a copy of e fetter that was seat to State Auditor Judy Dutcher that provides the'infonnation as we
know it today, .

Please call me if you need anything frther or if you have any other guestions.

e i

Executive Directof

Ce: MTRFA Board of Trustees
Lawrence Martin, LCPR Executive Director
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MTRFA Minneapolis Teachers’ Retirement Fond Association
e AR e Karen Kilberg, Execttive Director
Tuly 18, 2002 - S v
State Anditor Judith FL Dutcher BY FAX AND US MAIL
525 Park Street Suite 400 .

S8t Paul, Mn 55103
Dear State Auditor Dutcher:

The purpose of this lefter is to notify you per Chapter 609.456 that an Mongay, July 15 the Minneapali
Teachers® Refirement Fund Assoclation (MTRFA) discovered that Advanced Investment Management, a -
professional investment management firm hired by the MTRFA, had violated our investment policy restrictions
and over exposed the MTRFA to the futures® market, By doing so the fund became leveraged and as a result has
lost upon initial analysis somewhers around $11 milfion. As soon as this was discovered, the MTRFA Board of
Trustees was informed of the situation and they anthorized me fo take the following steps. As of this writing, the
MTRFA has:

L. Natified AIM to cease trading the account and terminated them on Tueyday, July 16. The MTRFA.
attorney was notiffed to begin reviewing the legat implications of the violations. The Clifton Group,
enother manager of the MTREA who has expertise i this kind of investment, recelved authorization to
trade in the terminated AIM portfolio. Treding, however eould nat take place until The Clifion Group
received a certified listing of the assets from Mellon Capital, the MTRFA custodial bank, for the
terminated ATM portifolio, : .

2. The Cliftan Group recelved a capy of the certified listing of assets on Wednesday, July 17 and has
. re-positioned the portfolic so that the MTRFA is no longer leveraged. Attorney Barry Lazarus has been
given copies of the agreements with AIM and is working on possible means for us to recover losses,

3. Attached }s an unaudited estimate of the losses created by ATM over the losses in the S&FP 500, (Their
mandate was to take market risk plus 70 basis points.)

T have enclosed » copy of our investment management agresment, the MTRFA invesiment guidelines, and the
latest signed acknowledgment of Favestment Restrictions and Policy that states that they will manage the account
according to the above documents and Minnesota State Statutes that may epply,

We are in the process of having en analysis done on past investment practices of the firm and when we get a final
accounting of the impact to the MTREA, I wilf send it to you. The MTRFA attorney will contimie to pursue this

matfer,

L'am stanned that a professional firm that had $4 billion in assets under management and an Impressive ist of
corporate and public clients thronghout the United States would expose themselves to the possibility of criminal )
and civil complaints and SEC sanctions, T assure you that the MTRPA, will diligently pursue all avenues available
in order to recover all assets Jost, ‘ ’

Please let me know if there is something else T should bo doing for you, if you need any other information or have
any further questions, ‘

Sincerely, .
Karen Kilberg
Executive Director

Ce: MTREA Board of Trustess

730 Second Avenue South » Suite 815 « Minneapolis, Minnesota 55407
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i M!nneapolis
sl Employees
Retirement
Fund
800 Baker Buikfing
. ;{106 2nd Avenua South
News Release Contact Name: Judith M. Johnson e e 54023008
Executive Director and Chief Investment Officer FAX f6l2)335 5940
Minneapolis Employees Retlrement Fund
612-335-5939 ' Judith M. Johnson
. . e Cliarlmmmr:fgwémw
Termination of Advanced Investment
: : Board Membess
Management Inc. ooard Mo
. Prosident
; s : David L Fisher
MINNEAPOLIS (July 26, 2002) On July 12 the Minneapblis Bmployces Refirement Fund . Vice President
(MERF} Board terminated the investment management services of Advanced Investment . mﬂ Gay
Management Inc. (AIM) after the Board discovered that AIM had violated the imrcstmcnt Denris W. Sghulstad
guidelines specified in its coniract. ﬁgﬂ: Jgh"noie;
MERF retained the services of AIM, a Pittsburgh-based registered investment R. T. Rybak

managmncnt firm, in February of 1993 for management of a synthetic enhanced S&F Index
account (this I4 a semi passive investment strategy where a manager secks to replicate fhe retum
of an index fund and add epproximately 70 basis points in additional retum).

“The MERF Board took swift action when we discovered ATM’s violation of our
investment guidelines, by terminating the contract and immediately halting all frading by ATM,”
said Judith Johhsan, Brecutive Director of MERT.

MERF terminated AIM on July 12, 2002 and retained Pacific Investment Maragement Company,
{(FIMCO) fo de- -leverage the account. Trade statements clearly show that AIM began to de-leverage MERI'g
-account after the call from Ermis Knupp on July 8, 2002. PIMCO has advised MERT thet it had to sell $130
million of excess Ieverage on July 18, 2002 to bring the holdings in the account to the market value of the
account, which was $76 million. ‘

“This unfortunate loss underscores the imporiance of the board’s controls and investment oversight,” said
Board Chair James Lind, “However, it is important for the public to understand that the Toss will have no long-
term impaet on the financial health of the fund. Retitess and beneficiaries should understand that there will be no
impact on their current benefits, no change in the amount of their checks and no Interruption of payments
resulting from this issve.” The Executive Director noted that the cost of living increase due to retirees next .
January 1 will also not be impasted. Further, the City of Minneapolis and its sister employers who fund the MERF .,
fund will not be ﬁnancmlly impected by the loss.” '

Minnesota’s ninépublic pension finds, which includes MERF, are protected onder the State of Minnesota
Public Pension Fiduciary Act (Mn.Stat, 356A). AIM has certified annually that it is govemed by this law and that
it will follow investment guidetmes

“We believe thid is a very serious breach of confract and have- already referred the matter to outside legal
counsel. The AIM firm is subject to the jurisdiction of the Securities and Exchange Commission and it is likely
that a complaint will be forwarded to them for firther investigation and, hupcfu]iy, enforcement action apainst the
the firm."” said Johnson.

The MERF Board is responsible for managing find invr:stincnts on behalf of its 6,120 members, MERF
surrently has 836 aotive working members, 200 members on deferred retirement and 5,ﬁ84 members -
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"receiving monthly refirement checks. Qver 60% of the active members are employed by the City of Minneapolis.
Another 35% are non teaching personnel at the Minneapolis Public Schools. The remaining membets are
emplayed by the Metropolitan Airperts as firefighters, police officers and general adminisirative personnel,

The loss has been recognized for MERFs financial statements for the year ended June 30, 2002. Despite
the $9 million loss incurred in June, 2002, MERF expects that is returns for the year ended June 30, 2002 and its
three year and five year retumns to be compatable to the returns of the SBI. SBI manages the pension assets of the
siale’s three large pension systems: PERA, MSES and TRA.

MERIs annual retiirns have exceeded the returns of the State Board of Investment (SBI} over the masi
recent three year period ended in March 31, 2002, MERF*s retiree post fund, where 81% of the astets are held,
carned 2.7% on a three year annualized basts as of March 31, 2002 and the SBI earned 1.5% over the same time
period. The most fecent five year comparison between the funds showed {hat the five year investment

- " performance was virtually the same, The difference in returns for the two funds over time frames shorter than five
years is dué to the fact that the two fimds have slightly different asset sllocations. Minnesota™s SBI is well
regarded and ranks high in comparison with other state funds. As a matier of MERF board policy MERE’s
investment consultant must measure the investment risk of the SBI portfolio and compare it to the investment Tigk
of MEI¥"s portfolio on an annual basis, MERFT Board policy states that MERF’s asset allocation can not have a
higher level of risk than.the.portfolio managed by SBY.

MERF is taking the unusual step of issuing a press release in part because the client list of AIM lists
several Minnesota based entities. With the collapse of the US stock market, some of these entities might infer that
losses in their account are solely related io the market downium when, in fact, a portion might be due to AIM
vislations of contract guidelines, Johngon said, “We encourage all AIM clients to review their portiolio in a
deteiled, forensic manner. Each client showld ask, “What is the probability in a large client base, that only three
public pension plans incurred Josses due fo contract violations.” Yohnson noted “There is & serious question that
now must be addressed by every ATM client. The fiduciary question is actually quite simple, “If the internal

'_controls at ATM were systematically over-ridden and guidelines violated day after day, even if your fimd did not
inour losses, what are the guarantees that would proteot your pension fimd assets in the future?™ A list of AIM
clients as of December 31, 2001 is attached fo this press release, Other firms may have retained AIM in the past
twelve months, :

Backgrowund Information

+ With an enhanced index strategy, an investment manager does not purchaée or sell individual stocks,
which have h'istdricaily been 2 higher tisk form of investment management. Instead the manager uses the futores
market to gain matket exposure to the 500 stocks contained in the S&P iridex: Unlike owning the individual
stocks in the 8&F index, or investing in an §&P index fund, an enhanced strategy using fuiures and options |
requires thet only & pottion of the total value of the investment be paid at the time of purchase. The manager
utilizes the remainder of the cash in the account to buy a high quality short duration fixed income portfolio. This
stralegy specifically excludes market {iming and leverage,

In early February MHRF requested that its investment consultant firm, Ennis Knupp of Chicago, Tlinois,’
begin an investigation into the cause of unusual losses in MERY*s account in October and Novernher ,2001. In
addition, the consultant was to determine the cause of the unusual galng in the account for December, 2001 and
January, 2002. ATM had always produced retumns fhat were gii ghtly higher and sometimes slighily lower than fhe
S&P index. Both ihe losses'and the gains over the four months were statistically “outliers”. The Executive
Direstor noted that she has 32 years experience as an acconntant and that her auditor’s nose was telling her that
something was wrong. As a result of the out-performance in December 2001, and January, 2002, Aim was eligible
for a performance based foe of almost $500,000, Without this unusual performance during December and January
AIM would have eamed no fee for the previous yeat. MERYF was billed and has paid a performianée fee of almost
$500,000. .

R T ——————————
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- Ennis Knupp reviewed the custody records and held discussfons with AIM’s President and Chief

* Investment Officer Thomas Allen. Fnnis Knupp was not fully satisfied with ATM’s response. The consultant
balanced nine years of consistent positive performance against four months of unexplained performamee. Fonis
Knupp had forther discussions with MERF’s Executive Director. The consultent indicated that ATM could be
retained if the consultant could negotiate additional controls on the account, Thomas Allen agreed to'the new rislc
control measures, to be effective on April 1,2002, The new resfrictions were expected fo lower MERF’s retum
over the S&F frem 70 basis points fo 50 basis points, In furn, the controls would Hmit MERYs loss potential to no
more than 50 basis points under the S&P index. MERY believes fhat jt i8 now clear that ATM violated not only the
general contract guidelines and rcsiricfiona, but also the new restrictions they had just negotiated,

In June of 2002 MERF's Executive Director noted unusual lgsses in the ATM account on the daily
custodian reports, Heightened monitoring of deily reports was employed due to the problems in the fourth quarter
of 2001, By July 8,2002 it was crystal clear that something was very wrong, MERF ordered an immediate
investigation on tlie same date that Ennis Knupp's vther AIM client, San Bernardino County notified Ennis
Knupp that they suspeoted that excess leverage had been applied to their account. In MERF"s account fhere was
also clear evidence of mid-month market direction bats (commonly known as market timing). Both leverage and
marlcet timing are specifically prohibited becanss they add signifieant risk to the account. When leverage and
market timing exist together, a low risk account fs converted into a high rigk strategy most similarto a hedge
fund. MERF’s investment guidelines prohibit marlet timing, Under MERF's overlay authotity AIM had to daily
monitor the account to insure that there was no more than 15% leverage on the account oneny day. Thus, the
account could never have less exposure to the S&P than 85% of the account value and never more exposure than
115% of the atcowumt’s market value., Tn addition the acoonnt guidelines pecified that there could never be
effective S&P exposnre for the entire account that is less than 85%. MERT believes that the Ievel of contract
violations were significant and include the fact that ATM engaged in market timin g and reduced MER's
exposute to the S&P to a low of 58% in December and increased MERF’s S&P exposure to a Jevel of 400%
Ieverage on the account, .

On July 8, 2002 Ennis Knupp began a review of holdings with consultation provided by an expert in the
enhanced S&P index strategy. It was determined that ATM’s account had 400% effective leverage. Ennis Knupp
spoke with the president of AIM and ultimately determined that no confidence could be placed in ATM, Late in
the afternoon of July 12, 2002 Ennis Knupp advised both MERF and San Bemardino County to terminate ATM as
manager as soon as a transition manager could be employed to take over the management of the aceount. San
Bermardino terminated ARM on July 11, 2002 and issued a press release on July 18, 2002 reporting that $55
million dollars had been lost as a result of breach of contract guidelines.

ME'RF retained PIMCO to act ag fransition manager and the agreement with PIMCO was éxecuted on

" July 13,2002, PIMCO could not trade the account until it had & certified list of holdings froin MERFs custodian,
This certified-list was delivered to PIMCO the evening of July. 17, 2002. PIMCO traded out $130 million of
leverage early in the morning of July 18, 2002, The market continued to fall and through Pridey Tuly 19, 2002,
MERF avolded an additional losa of $8 million as caloulated by PIMCO. Bxective Direstor Tohnson nofed thata
delay of evén 36 hours would have greatly increased its loss. As the markets have continued to collapse thia week,
MERT"s exposure is exactly equal to the marlet value of the account. MERF's custodian is currently caleulating .
the monitary value of orders placed by ATM to de-leverage. MERF’s acgoumt beginning with July 8, 2002, the
date Ennis Knupp contacted AIM and ending on July 12, 2002, the date ATM was terminated, MERT and its
consuitants believe that ATM placed over 400%% leverage on MER¥’s account.

The total loss due to AIM's contract violations is $27 million. $9 million of the loss is applicable to losses
in June, 2002 and the 518 million in losses is applicable to July, 2002. While the dollar amount of the loss is
signifieant, it represents is less than 2% of the total fund, '
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- Background on MERF

"The MERF board is responsible for managing investments on behalf of 6,120 MERT members, MERKF
‘currently has £36 aetive werking members, 200 members on deferred retirement and 35,0084 members receiving
monthly retirement checks. Over 60% of the aclive members are eriployed by the City of Minneapolis. Another
335% are non teaching personuel at the Minneapaolis Public Schoals. Thé remaining members are employed by the
Metropolitan Ajrport Commission as firefighters, police officers and general administrative workers,

The MERF find was ¢losed to new members in 1978 and new erployees hired since thai date are
covered by the Public Employees Retirement Fund (PERA). All of MERF’s rcmai.ning active members are
eligible to retire within the next five years. ' S o

The Board is advised by Ennis Knupp, a nationally recognized pension consulting fitm. All of the assets
are managed by independent outside money managers and nio funds are managed by the fimd itself, "The fund is
diversified broadly among nsset classes. The pension funds assets are menaged by nine nationally recognized
independent institutional money managers, 70% of MERF’s domestio equities are held in a passive index fund -
with State Street Global Advisors, MERT holds 46% of assets in domestic equities, 20% in foreign equities, 30%
in bonds, 4% in BEIT stocks and 1% in cash. 100% of MBRE’s investments trade daily on various stock
exchanges around the world. MERF holds no direct investments in real esfets, venture capital, alternative.
investments or hedge funds as a matfer of Board Policy.

Key Dates

February 26, 1993 AIM is the successful candidate in MERF”s national manager seerch for a S&P
500 enhanced index investment mandate..

Febroary, 2002 . MERF requests that its investment consultant fnitiate an Inquiry into the cause
of vnusual performance in MERF’s accouit during the fourth quarter of 2001,

April 1, 2002 "-‘ In February 2002 ATM agrees to stricter giidelines that are effective on April °,
2002, Investment consultant recommends that MERFboard continue to retain

July 8, 2002 MERF advises inveshneut‘cons[ﬂtant to begin urgent investigation of ATM's

‘ Management of MERF’s account. .

July 11, 2002 Hvestment consultant advises MERF to terminate manager dne to contract
guidelines violations as quicldy as a transition manager can be hired.

July 12, 2002 AIM is terminated. |

ADVANCED INVESTMENT MAMNAGER

12-31-2001 CLIENT LIST

ENHANCED INDEX CLIENTS
ACE, Limited (2) Dow Chemical Company Michigan Universities
Self-Insurance Corporation |, |
Allegheny County Retirement Bosrd Engelhard Corporation " Minneapolis Employees”
Retirement Fund (2} . .
Allegheny Technologies, Inc. (2) Toniin Health ‘ Minneapolis Teachers®
Retirement Fund
Aventis Pharma (2) FEL Group, Tne Missour State
Employees’ Retirement System :
Catholic Healthcarn Parfners (2) CGeneral Mills, Inc. (2) Nirgara Mohawk Power
Cormporation . :
Catholic Healthcare Retirement Trust ' Geoargla-Pacific Corporation Pennsylvania Stete
Employees” Retirement System
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Celanese Americas Corporition
Group Incorporated

CIBA Chemicat

Local #73

CIGNA (2}

College of St Scholastica

Inc,

Cooper Industries, Ine.

- America '

Devon Energy Production Company

{) Number of Accounts

OTHER MANDATES CLIENTS (HEDGING AND RISK MANAGEMENT CLIENTS **)

Allegheny Technologiey, Ine.
Aventis
Beckwith Machinery Company
Carnegie Mellon University
B8, Inc. -

. Consolidated Nalural Gas Company
Delta Airlines
Hoffinann-FaRoche, Inc.
ICMA Retirement Corporation
Tkon Office Solutions

** Current and past hedge clients

Heaith Services Retirement Plan Public Service Enterprise
Hershey Foods Corparation Sheet Metal- Workers

‘_Hofﬁmnn-LaRnchu, Ine. (2) . ‘'Tennant Company
Intermowntain Health Care Toyota Motor Sales, USA,
Towa ¥ealth System United Mine Workers of
Lincoln Bleciric Company Viacom Inc, {2)
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Keebler Company

Kerr Group

Kresge Foundation :
Public Service Company of New Mexice
Public Service Enterprise Group Incorporated
5t. Prancis Hospital

Stackpole Corporation

Uniroyal Corporation

University of Rochester



